
Blockbuster Video. In first quarter 1995, Blockbuster's cash flow

rose 59%, to $205.2 million. 59

Digital video discs ("DVDs") and digital VCRs are expected to

be marketed in 1996 It is expected that DVDs will become the

medium of choice for in-horne playback of rented movies and direct-

to-video productions, because they feature sharper digital

pictures, vast capacity for audio and data storage (up to eight

language audio tracks and 32 subtitle channels), as well as

greater convenience and durability than videotape. 50 When DVDs

debut, however, they will not be recordable. Matsushita expects

to market a digital VCR this autumn. 51 Digital videocassettes

have more than two times the recording capacity of normal tapes.

This capacity enables hardware to be dramatically downsized.

The advent of these technologies in the marketplace will

further enhance competition, as their vastly increased capacity

will enable consumers to have access to programming not available

over-the-air or via traditional cable services.

Finally, as the Commission suggests in its NOI at ~ 19(e),

consumers are well able to create their own service comparable to

cable by combining over-the-air broadcast service with service

from a non-cable MVPD and premium programming obtained from a non-

cable MVPD or VCR. Most alternative MVPDs incorporate AlB

59

50

61

"Viacom's Cash Flow Skyrockets," Variety, May 14 1995 at 33.

Amdur, Dan, "Laserdisc, We Hardly Knew Ye," The Washington
Post, May 31, 1995 at R16.

"VCRs Open Age of Convenience for Viewers," The Daily
Yomiuri, May 20, 1995 at 17.
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switches within their set-top equipment to allow consumers easy

access to over-the-air broadcast signals. Moreover, non-cable

MVPDs have access to the same top quality programming as cable

companies, and video rental stores are replete with movie titles.

Therefore, consumers can combine several distribution systems to

create a customized programming delivery system that will maximize

the availability of program choices

B. Multichannel Video Program Distributors
Have Had Access to Video Programming

Competition in the market for the delivery of video

programming has been helped by the ease through which alternative

MVPDs can obtain top quality programming from vendors such as HBO.

HBO has a commitment to the widespread distribution of its

services. Indeed, programmers on the whole cannot afford to

ignore the success of non-cable technologies like DBS and MMDS.

Given the healthy state of competition among MVPDs, video

programmers have every incentive to use as many outlets for their

products as possible to increase subscribership. The Commission's

1994 Competition Report confirmed this widespread availability of

programming. 62

Today, nearly twenty percent of HBO and Cinemax subscribers

are served by non-cable technologies HBO is currently distri-

buted to C-band HSDs, by wireless cable systems, DTH providers

USSB and PRIMESTAR, VDT test systems and a variety of SMATV

systems.

62 1994 Competition Report, 9 FCC Rcd at ~55.
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1. Program Access Rules

As a result of the 1992 Cable Act, the Commission established

regulations intended to encourage competition for established

cable operators by ensuring that alternative MVPDs have adequate

access to programming. As required by Section 19 of the Act, the

Commission has established regulations that require cable program

suppliers in which cable systems have an "attributable interest"

to make programming available on nondiscriminatory terms and

conditions to competlng dellvery systems. 63

HBO submits that the paramount interest of video programmers

in securing as many outlets and subscribers as possible for their

services, not the Commission's program access rules, has

guaranteed and will continue to guarantee alternative MVPDs access

to top quality programming. Therefore, government regulation of

program access is simply unnecessary. In addition, the program

access rules create the classic "free rider" syndrome -- where

competitors are able to reap the benefits of the successful

programming efforts of others without incurring upfront investment

costs. Thus, if distributors can obtain all the programming they

need to be competitive from outside sources, they will not create

new programming. As a result, because of the program access

rules, investment in new programming is not encouraged. 64

63

64

47 C.F.R. §76.1002.

Certainly General Motors/Hughes and the Regional Bell
Operating Companies have the resources to create new, innova
tive programming, yet they are largely redistributing
existing services developed by others.
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Finally, although HBO believes all program access regulations

are unnecessary, so long as they remain in effect, they should

apply equally to all program suppliers. regardless of the

ownership relations those suppliers may have with cable systems or

with any other MVPDs. We do not believe that there is a

legitimate distinction between vertically integrated and non-

vertically integrated programmers for purposes of applying the

rules. 65 In addition. non-uniform application of the program

access rules places vertically integrated programmers at a

disadvantage if their competitors can engage in practices not

available to other participants in the marketplace. Finally,

several potential large non-cable distributors (i.e., the LECs)

are beginning to make investments in programming ventures. 66 If

there continues to be a concern that cable operator-owned

programmers could discriminate against non-cable MVPDs, the same

logic would compel the application of similar program access rules

to the LEC/programmer ownership arrangements.

2. Channel Occupancy Rules

The Commission's channel occupancy rules place a forty

percent limit on the number of channels that a vertically

integrated cable system may devote to video programmers in which

65

66

For example, one of the main reasons behind the program
access rules was the fear that cable operators would coerce
their affiliated program services to discriminate against
competitive MVPDs. Even non-vertically integrated
programmers could be subject to such pressures by large
distributors.

See The New York Times, April 18, 1995 at D1; see also 1994
Competition Report at ~ 55.

-24



the system operator has an attributable interest. 67 The forty

percent limit is calculated from all activated channels; each

channel devoted to vertically integrated pay and multiplexed

services is included in the forty percent limitation; local and

regional channels are exempt, the channel occupancy limits apply

only to the first seventy-five channels of a cable system; and the

channel occupancy limits apply even to cable systems subject to

effective competition. 68

HBO submits that the channel occupancy rules are of little

utility to ensure diversity in programming and may in fact impede

the use of technologies that will benefit consumers, such as

multiplexing. Multiplexing enables programmers to stagger their

programming lineups. For example, HB01, HB02 and HB03 each

generally carry the same HBO programming during any given month,

but they show different movies at different times. To the extent

HBO's affiliated cable systems approach their limits under the

channel occupancy rules, however, they will be reluctant to, or

precluded from, offering this type of desirable service. 69

67

68

69

47 C.F.R § 76.504.

The provisions of the 1992 Cable Act that mandate channel
occupancy limitations are the subject of a constitutional
challenge before the United States Court of Appeals for the
District of Columbia Circuit. Time Warner Entertainment Co.,
L.P. v. FCC, No. 93-1723, 1995 U.S. App. LEXIS 13859 (decided
June 6, 1995). Time Warner Entertainment Company, L.P. plans
to challenge the FCC's channel occupancy rules before the
same court in the near future

In adopting the channel occupancy rules, the Commission
rejected the view of HBO and others that multiplexed services
should be counted only as a single channel under the rule.
See Comments of Home Box Office, Implementation of Section 19

Continued on following page
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C. Technological Advances Will Continue
To Increase the Viability of MVPDs

Certain technological developments will enhance the competi-

tive structure of the market for the delivery of multichannel

video programming. The most profound of these is the development

of digital compression technology, which will increase the

capacity of non-cable MVPDs' distribution systems by as much as

eight times. Digital compression allows programmers to offer

high-quality video products and services while raising the number

of choices for the consumer.

The importance of digital technology to the competitive

climate of the MVPD arena cannot be overstated. As explained

above, digital technology will enable wireless cable providers to

compete on a more level playing field by increasing their channel

capacity from 33 to over 250. It was digital compression that

allowed DBS to become a viable MVPD, and digital compression

undoubtedly will be employed by other non-cable MVPDs across the

board to increase digital channel capacity in the not too distant

future.

HBO became the first video supplier to deliver digitally

compressed programming by satellite on a commercial basis. HBO

now duplicates its analog multiplex programming with digital

satellite feeds, particularly because digital compression is one

of the ways to expand channels to offer multiplexed services, thus

enhancing the value of HBO's product to consumers. HBO currently

Continued from previous page
of the Cable Television Consumer Protection and Competition
Act of 1992 (CS Docket No. 94-48), filed June 29, 1994.
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uses the DigiCipher™ I technology manufactured by General

Instrument Corporatlon ("General Instrument'l) and will upgrade to

General Instrument's MPEG- 2 compatible DigiCipher™2 equipment in

1996,

As digital distribution channels emerge, the amount and

availability of digital programming will grow. Most programmers,

however, will continue to have a large installed base of analog

programming customers. The process of converting these customers

to digital will be costly. HBO believes it will be a substantial

number of years, therefore, before digitally compressed

programming completely displaces analog programming. As the cost

of using digital technology comes down, digital compression will

gradually be integrated into all television distribution systems.

In HBO's view, as demand for digital television services

increases, marketplace forces will drive the industries involved

toward a de facto digital television compression and transmission

standard, most likely MPEG-2. HBO believes firmly that the record

developed in the Commission's upcoming proceeding concerning

digital compatibility standards will confirm that any attempt by

the Commission to develop a digital standard by regulatory action

will delay the ultimate migration to digital television and could

result in the adoption of standards that are outdated or outmoded.

There are numerous instances where government intervention into

standards setting processes for complex technologies has failed or

has hindered the development of the standards. 70 Thus, HBO

70 Coy, Peter, "Standards Cowboys vs. Committees," Business
Week, April 10, 1995 at 104.

- 27-



submits that the Commission should leave the marketplace

unfettered to develop the basic compatibility standards for

digital television compression and ~ransmission.

While the fundamental digltal compatibility standards are

being homogenized by the marketplace, competitive forces also will

guarantee that the digital equipment features available to

consumers will vary from manufacturer to manufacturer as each

equipment supplier attempts to distlnguish its products through

refinements and enhancements to the basic technology. Consumers

will benefit from the increased choices they will have.

Programmers will benefit as well by having MVPDs with distinctive

technology features competing with each other to distribute

programming to the largest number of subscribers possible.

HBO expects digital technology to extend beyond its current

deployment in DBS and proliferate in all types of multichannel

video distribution systems. It is digital compression and

transmission that has enabled VDT operators to offer video on

demand ("VOD") and other sophisticated video services. With their

increased access to capital, MMDS providers are poised to deploy

digital compression, increasing their limited channel capacity

eightfold and enabling them to compete more effectively with cable

and other MVPDs. PacTel, for example, believes that deploying

digital technology throughout the MMDS system it bought from Cross

Country Wireless will enable it to offer video service to 5

million consumers by the end of 1996. General Instrument

indicates that hybrid analog/digital C-band equipment will become

available in 1996 for C-band DTH subscribers. The continued
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development of digital technology by alternative MVPDs, in turn,

will encourage cable operators to enter the digital world faster,

thereby offering expanded services to their customers.

The costs of implementing digit~al compression in cable

television, satellite, wireless cable and other distribution

technologies will not differ markedly. As noted previously, some

of these distribution technologies have cost-advantages over

others in the analog environment. HBO suspects those cost

differences will remain after the conversion to digital.

Therefore, in HBO's view, the migration to digital compression

will not be the cause of any convergence of costs among competing

technologies.

D. Continued Competition Depends on the Security of
the Distribution Highway

HBO continues to believe that the single most important

technology for the success of any television distribution system,

be it satellite, cable or terrestrial wireless based, is a secure

encryption system. The improvements in encryption technology that

have occurred over the past few years through the efforts of

programmers, distributors and manufacturers have paved the way for

C-Band DTH and now DBS.

Security is a primary function of set-top devices, including

satellite and wireless cable integrated receiver/decoders and

cable television converters, because these descramblers are the

principal means through which MVPDs control who gets their

product. The Commission's NOI evidences a predisposition toward

the free availability of consumer equipment. See NOI at ~72. HBO
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cautions the Commission, however, that whatever steps it takes to

promote the development of a competltive retail market for these

consumer devices, the Commission must ensure that the security of

the distribution highway is not compromised.

Theft of services has plagued the MVPD industry for years.

Only recently, because of concentrated efforts on developing

secure encryption systems, have C-Band and Ku-Band satellite

signals been secure. Theft of cable services, however, has

reached the multl-billion dollar level.

The retail sale of descramblers threatens to augment theft of

services significantly as it would afford easy access to unlimited

numbers of set-top boxes. Anyone with a desire to modify a set-

top box, for example, would be able to purchase any number of them

at the retail level, modify them to illegally receive encrypted

services, and then resell them at whatever cost the market would

bear. 71

Because theft raises the cost of doing business for

programmers, MVPDs and, ultimately, consumers, product security lS

essential to the economic well-being of operators, subscribers,

and program networks. In addition, product security is vital for

continued investment in programming and distribution services. In

the interest of maintaining competition, therefore, the Commission

71 Ironically, equipment manufacturers and retailers have the
least to lose in an environment where descrambling equipment
is compromised. When a security breach occurs, manufacturers
and retailers often sell more descrambling devices as
consumers rush to obtain the necessary hardware, which can
then be modified to permit the theft of programming.
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must carefully weigh this significant downside to making set-top

boxes available at the retail level

III. CONCLUSION

In light of the foregoing, HBO submits that the Commission's

second report to Congress should state unequivocally that

competition among multichannel video programming distributors lS

thriving and that competition continues to increase, especially by

rapidly developing, consumer-friendly technologies and the logical

tendency of programmers to use these technologies to expand their

subscriber bases.

Respectfully submitted,

HOME BOX OFFICE, a Division of Time
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1301 K Street, N.W.
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